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Strategies For Entering Foreign Markets
By MICHAEL W. BERWIND
-4.B., Colorado College, 1968; JD., Hastings College of the La, 1972;
LL.M., New York Universiy, 1973; Partner,Gaston Snow & E), Bartlett,
Palo Alto.

I.

INTRODUCTION

A. An American business considering an overseas venture has a
number of choices available to it in selecting a market entry structure. In choosing an entry structure, the overall goal should be to
achieve the most effective and profitable distribution of the company's products and services.
B. The optimal entry structure for a given foreign market will depend
on the following considerations:
1. What is the nature of the business?
a. Is it service oriented?
b. Does it involve a heavy commitment to manufacturing?
c. Is proprietary technology (e.g., patents, trade secrets or
know-how) an important aspect of the business?
2. What is the nature of the foreign market?
a. Is it a less-developed country?
b. Is it a centrally planned economy?
3. Is the foreign country receptive or hostile to foreign investment? With a few exceptions (e.g., natural resources or the na-

tional defense), the United States is an open market for foreign
investors. Many foreign countries, on the other hand, have
agencies that carefully screen foreign investments or significantly limit the form that those investments can take (e.g., substantial local ownership may be required).
C. It is important to recognize that the structure of an overseas business may change as the business itself evolves. For example, tax
considerations may dictate that a direct export venture start off as
a branch of the U.S. enterprise so that start-up losses can be offset
against income in the United States. When the enterprise becomes
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profitable, it may be preferable to incorporate the branch so that
foreign earnings can escape, at least temporarily, U.S. tax. If an
evolving structure is contemplated over the life of a particular venture, it is important to examine in advance the transition from one
form to another to be sure there are no special problems.
D. In the United States tax considerations play a major role in structuring a business arrangement. For the enterprise considering a
foreign investment, however, other issues are of equal, if not
greater, importance. Nontariff barriers, for example, often present
significant impediments to certain forms of market entry.'
E. Note that some market entry structures (e.g., foreign subsidiaries)
are proprietary (or equity oriented) in nature, while others (e.g.,
franchises, distributorships and technology licensing) are primarily
contractual.
II.

CONTRACTUAL ARRANGEMENTS FOR ENTERING
FOREIGN MARKETS

A. Licensing
1. International licensing as a market entry vehicle is important
not only for the small manufacturer but also for the large, wellestablished multinational corporation. The essence of such an
arrangement is the transfer of industrial property rights (e.g.,
patents, know-how and similar intangibles) between a licensor
in one country and a licensee in another.
a. Major advantages of licensing include:
1) the minimal capital investment by the licensor (the
headache and cost of marketing are borne by the
licensee);
2) the ability to capture markets otherwise inaccessible
due to import restrictions; and
3) the possibility of gaining access to the licensee's technology through cross-licensing agreements.
b. Numerous drawbacks to licensing include:
1) the difficulty of controlling the licensee's marketing
operations;
1. Among the entry barriers erected against American investors are local ownership
requirements, foreign exchange restrictions, restrictions on government procurement, discriminatory hiring requirements and discriminatory taxation. A number of these nontariff
barriers were addressed in the recent Tokyo Round of multilateral trade negotiations; many
others, however, remain to be dealt with.
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2.

3.

4.

5.

2) the difficulty of maintaining the licensee's quality control standards (failure to police this matter adequately
can seriously damage a licensor's reputation); and
3) the difficulty of dislodging the licensee if the licensor
later decides to manufacture and market directly in the
licensed territory. This point needs careful consideration if licensing is intended as a prelude to a direct equity investment in the target foreign market. See supra
text accompanying section I.C.
A foreign entity paying royalties to a U.S. licensor for the use
of intangibles may be required to withhold taxes on such payments. These taxes will usually be creditable by the licensor in
the United States. Note that foreign withholding taxes may be
substantially reduced by virtue of an income tax treaty between
the United States and the licensee's home country. Moreover,
if technical assistance agreements require the licensor to provide its personnel to the licensee on location for extended periods of time (e.g., to design a plant layout or furnish production
assistance), this might cause the licensor to become engaged in
a trade or business in the licensee's home country. This status
usually results in adverse tax consequences for the licensor.
For a useful discussion of the art of negotiating an international license agreement, see Brunsvold, Negotiation Techniques
for Warranty and Enforcement Clauses in InternationalLicensing Agreements, 14 Vand. J. Transnat'l L. 281 (1981); see smpra
note 1.
International licenses must be drafted with careful consideration of both U.S. and foreign antitrust laws. For a useful discussion of U.S. law, see Payne & Stroup, U.S.Antitrust Aspects
of the InternationalTransfer of Technology, 5 N.C.J. Int'l L. &
Com. Reg. 91 (1980). For the European Common Market, see
Dieterich, Articles 85 and 86 of the Treaty of Rome and Their
Impact Upon LicensingArrangements, 1 Technology Licensing
271 (Practicing Law Institute ed. 1982) (Patents, Copyrights,
Trademarks and Literary Property Course Handbook Series
Number 151); Hayward, Patent Licensing in the EEC, 35 Bus.
LAW. 455 (1980).
Licensing arrangements involving sophisticated technology
might require a validated license in accordance with U.S. export control laws. See generally, 50 U.S.C.A. App. §§ 2401-
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2420; 15 C.F.R. Parts 370-99. Host country import restrictions
may also apply, particularly if the licensed territory is a lessdeveloped country.
6. International license arrangements are frequently negotiated in
conjunction with an equity investment by the licensor. The
licensee, for example, might be a joint venture in which the
licensor and others are participants. Xerox set up such an enterprise when it licensed its copy machine technology to J. Arthur Rank in exchange for an ownership interest in the entity
that became Rank Xerox.
B. Franchising
1. Unlike a license, which involves the transfer of rights to proprietary technology, a franchise generally involves the license of a
complete business system, iZe., the right to engage in the business of distributing goods or services under the franchisor's
trade name and marketing plan.
2. Among the companies that have successfully used franchising
as a foreign market entry vehicle are Holiday Inn, McDonald's, Avis and Coca-Cola.
3. The key to a successful franchise is a product or service that
can readily be reproduced by others.
C. Exporting Through an Export Management Company
1. The services of an export management company (EMC) may
benefit small businesses and others getting started with exporting. An EMC can purchase a company's products for resale in
foreign markets through its own network of foreign sales
agents and distributors.
2. Since EMCs vary widely in size and experience, it is important
to select one that is familiar with your product line and target
foreign market.
D. Exporting Through a Sales Representative
1. A sales representative is typically an agent who is compensated
on a fixed commission basis. Title to the goods in question
passes directly from the U.S. exporter to the foreign buyer.
Sales representatives are often used for foreign government
sales and in other situations in which an ongoing business relationship is not contemplated. Indeed, sales representatives
must be used when doing business in some Middle Eastern
countries.
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2. The United States Department of Commerce and banks with
extensive international contacts can often help identify potential sales representatives.
3. Foreign laws may protect local agents from "unjustified"
termination.
4. From a tax standpoint, it is important to know whether a foreign agent is dependent or independent. Independent agents
are brokers, commission agents and others who act on behalf
of several principals at customary rates. They generally do not
have broad authority to conclude contracts on behalf of their
principals. Under most tax treaties, the acts of an independent
agent (acting in his or her capacity as such) will not cause the
principal to be subject to a host country tax. A dependent
agent, on the other hand, generally undertakes business activity on behalf of a single principal or for a specially negotiated
price. Dependent agents often possess broad power to conclude contracts inthe name of their principals and thus expose
their principals to taxation by the host country.
E. Exporting Through Distributors
1. Unlike a sales representative, a distributor actually takes title
to goods from the U.S. exporter, maintains an inventory
thereof and is usually compensated by a markup on the price
of the goods sold to the ultimate buyer. Because of the heavy
financial commitment that must be made, foreign distributors
customarily receive an exclusive right to sell within a prescribed geographic area.
2. Drafting a distributorship agreement requires a great deal of
care, particularly with respect to termination provisions. For
an excellent article on this subject, see Saltoun and Spudis, InternationalDistributionandSalesAgencyAgreements: Practical
Guidelinesfor U.S. Exporters, 39 Bus. Law. 883 (1983). See
also Jones, PracticalAspects of CommercialAgency and Distribution Agreements In the European Comnunity, 27 Bus. Law.

543 (1972); Meek, Overseas Distributorship
6Agreements, 21 Bus.
Law. 661 (1966); Puelinck & Tielemans, The Termination of
Agency and DistributorAgreements: 4 Comparative Survey, 3
Nw. J.Int'l L. & Bus. 452 (1981).
3. If a foreign distributor is determined to be the agent of a U.S.
business, the Foreign Corrupt Practices Act may come into
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play. See 15 U.S.C. § 78a; see also §§ 78m, 78dd-1, 78dd-2, &
78ff.
4. Some U.S. enterprises maintain a staff of sales and service supervisors in the distributor's territory to help promote sales and
to ensure that repairs and customer service matters are handled
satisfactorily. These activities must be carefully structured to
prevent the U.S. enterprise from being taxed by the host
country.
III. EQUITY STRUCTURES
The principal drawback with the foregoing contractual arrangements is
that they do not ordinarily maximize the potential economic return
from entering a foreign market. In contrast, the structures outlined below impose substantial costs and risks for the investor but tend to maximize the potential return from entering foreign markets.
A. Representative Office
1. A representative office, often used by banks as a means of
soliciting business, may also be used by others to solicit business or display company products in foreign markets.
2. To avoid being subject to local tax, it is essential that the representative office not engage in the actual conduct of business. In
some foreign countries representative offices are taxed on the
basis of a percentage (e.g., 10%) of their office expenses. Such a
tax may not be creditable in the United States. If the office is
located in a country that has an income tax treaty with the
United States, its activities and assets must not constitute a
fixed place of business or permanent establishment. 2
3. A representative office, by its very nature, does not establish a
significant business presence in a foreign country and thus is
only practical during the start-up phase of entry into a foreign
market. A representative office might also be useful to businesses which do not desire significant market penetration.
B. Foreign Branch
1. A foreign branch establishes a more significant foreign invest2. The presence of a permanent establishment will allow the host country to tax the
industrial or commercial profits of the foreign enterprise. For an excellent discussion of this
subject, see Williams, PermanentEstablishments in the United States, in INcoME TAX TREATIES (J. Bischel ed. 1978).
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ment and foreign business presence than a representative office
does.
2. Foreign branches are usually subject to both foreign and U.S.
taxation. (The United States reserves the right to tax its citizens, residents and corporations on a worldwide basis.)
Although the foreign tax credit offers some relief from double
taxation, difficult compliance issues may arise. For example, a
foreign branch may not be allowed to compute its local tax
liability through the use of books and records which reflect
only branch transactions. In such a case, local taxing authorities may demand access to the worldwide books and records of
the U.S. parent enterprise. This form of complex accounting
may result in higher local taxes for a branch than for a subsidiary. Furthermore, if the branch maintains its books and
records in a foreign currency (as is commonly done), it will be
necessary to translate its activities into U.S. dollars for purposes of reporting to the IRS. See Rev. Rul. 106, 1975-1 C.B.
31; Rev. Rul. 107, 1975-1 C.B. 32.
3. Use of a foreign branch will expose a company's "home office"
assets to the risk of the foreign venture. This problem can occasionally be avoided by forming a separate subsidiary whose
function is to maintain the assets and activities of the branch.
4. Requirements for registering a foreign branch can be as complex as those necessary to establish a foreign subsidiary.
5. A local branch may be preferable to a subsidiary because of
different local ownership requirements and lower maintenance
costs.
6. There may be significant U.S. tax consequences if a foreign
branch subsequently incorporates. See I.R.C. § 367(a). Tax
ramifications should be carefully analyzed if such a midstream
incorporation is contemplated. See supra text accompanying
section I.C.
C. Foreign Subsidiary
1. Many businesses conduct export activities through foreign subsidiaries. The advantages of a foreign subsidiary include retention of control (unless significant local ownership is required
under foreign law) and maximum profit participation. On the
down-side, substantial manpower and administrative needs
must be met (although such needs may not be greater than
those required for a branch).
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2. Tax considerations frequently play a role in selecting the subsidiary's country of incorporation; should incorporation occur
in a tax haven such as Bermuda or the Cayman Islands, or in a
country such as the Netherlands, which has an elaborate network of tax treaties with other countries? Note that Domestic
International Sales Corporations (DISC's) are about to be replaced with another export subsidy vehicle compatible with the
General Agreement on Tariffs and Trade. For a discussion of
this replacement vehicle, see 21 Tax Notes 255-57, 1223-28
(1983).
3. Except for the rules concerning foreign personal holding companies and controlled foreign corporations, foreign corporations are subject to U.S. taxation only on income derived from
U.S. sources or from the conduct of U.S. trade or business.
Most foreign subsidiaries, however, are controlled foreign corporations governed by the complex tax rules found in subpart
F of the Internal Revenue Code. Sales and service activities
involving the subsidiary and related parties may result in U.S.
taxation of the U.S. shareholders. Even if subpart F is not applicable transactions between the U.S. parent and its foreign
affiliates may be subject to special IRS scrutiny under section
482 of the Internal Revenue Code. Moreover, investments by
the subsidiary in the United States may be taxed under section
956. Careful tax planning in this area is required.
4. If a foreign subsidiary is capitalized with anything other than
cash, the transaction may result in adverse U.S. tax consequences. Such consequences can be prevented by obtaining a
timely ruling from the IRS that the arrangement was not motivated by tax avoidance. See I.R.C. § 367(a).
5. It is currently unclear whether the United States can force the
foreign subsidiary of a U.S.-based company to observe a trade
embargo against a third country. For an interesting discussion
of this subject, see Thompson, United States Jurisdiction Over
Foreign Subsidiaries,- Corporate and International Law Aspects,
15 Law & Pol'y Int'l Bus. 319 (1983). See also Hacking, The
Increasing Extraterritorial Impact of U.S. Laws. A Causefor
Concern Amongst Friends ofAmerica, 1 Nw. J. Int'l L. & Bus. 1
(1979).
6. Entry into a foreign market may be more easily accomplished
by acquiring a local company with an established reputation in
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the community. The most successful acquisitions usually involve acquired and acquiring companies whose product lines
are similar, ie., the purpose of the acquisition is market expansion rather than product diversification. Note, however, that
acquisitions by foreign investors may be difficult or impossible
in developing countries and in certain developed countries
such as Canada, France and Japan.
D. International Joint Venture
1. An international joint venture may be an important market entry structure if large capital outlays are required for a business
undertaking (e.g., for research and development). It may also
be appropriate for entering Eastern European markets.
2. An international joint venture can be structured either as a
partnership or as a corporation. The partnership format may
give the parties greater flexibility in arranging their business
bargain (e.g., profits and losses can flow disproportionately to
invested capital). The format, however, can also have disadvantageous tax consequences in the United States because a
partner is taxed on his share of partnership income whether it is
distributedor not. A corporation, on the other hand, may allow overseas profits to escape U.S. tax until they are repatriated as dividends; the corporate format, however, may give the
parties less flexibility in shaping their business bargain. Moreover, if a foreign corporate joint venture is controlled by U.S.
shareholders, it may be a controlled foreign corporation subject to the rules of subpart F of the Internal Revenue Code. If
voting control is shared equally between domestic and foreign
shareholders, be prepared to convince the IRS that this is in
fact the case. See, e.g., Koehring Co. v. United States, 583 F.2d
313 (7th Cir. 1978). An error here can have serious
consequences.
3. In centrally planned economies as well as in developing countries, joint ventures may be the only available form of market
entry.
4. The major drawback of a joint venture is that control of the
business must be shared with another party. Choosing the
right venture partner is essential to success.
5. For helpful discussions on international joint ventures, see
LegalAspects ofEast-West Joint Ventures (pts. 1 & 2), 10 International Business Lawyer 95 (April 1982); 10 International
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Business Lawyer 151 (May 1982); (LAw JOURNAL SEMINAR
The Multinational Joint Venture: Planning and Negotiating Handbook Number 702, 1981); and the very useful article Foreign Joint Ventures: Basic Issues, Drafting and
Negotiation, 39 Bus. Law. 1033 (1983).
PRESS,

